IT 96-38
Tax Type: [INCOME TAX
Issues: Unitary Apportionment
Net Operating Loss (Pre 1986)

STATE OF ILLINOIS
DEPARTMENT OF REVENUE
ADMINISTRATIVE HEARINGS DIVISION
CHICAGO, ILLINOIS

THE DEPARTMENT OF REVENUE
OF THE STATE OF ILLINOIS, No.
Petitioner
V. FEIN:

TAXPAYER
(and Subsidiaries), Taxpayer
) Linda K. Cliffel

o o/ \o/ o/ o/ o/ o/ o o S

Administrative Law Judge

RECOMMENDATION FOR DISPOSITION

APPEARANCES: Martin L. Eisenberg, for TAXPAYER A and Subsidiaries, and TAXPAYER
B and Subsidiaries; Thonmas P. Jacobsen, Special Assistant Attorney GCeneral, for
the I'llinois Departnent of Revenue.

SYNOPSIS:
This is a case involving TAXPAYER A (hereinafter "TAXPAYER A") and TAXPAYER

B (hereinafter "TAXPAYER B"'), both hereinafter referred to collectively as
"Taxpayers." On Cctober 3, 1991, TAXPAYER A filed Forns |1L-1120-X for the tax
years ended 12/31/1987 and 6/12/ 88. Al so on Cctober 3, 1991, TAXPAYER B fil ed
Forms 1120-X for the tax years ended 12/31/88 and 12/31/89. The basis for the
clainms is the carryforward of pre-1986 federal net operating |osses. The net
operating | osses which taxpayers seek to utilize were incurred by the nenbers of
the TAXPAYER B group prior to acquisition, and were conputed and applied in a
different manner in prior years. The differences in the conputations and
applications of the losses were due to changes in the filing method for the
menmbers of the unitary business groups in the 1976 to 1985 tax years. The
clains were partially denied on Novenmber 22, 1991. Protests were filed on

January 17, 1992 and January 28, 1992 and are considered to be tinely fil ed.



By its protest and ensuing pre-trial determ nations, the parties raise the
foll owi ng issues:

1) I's TAXPAYER B barred by the Statute of Limtations fromreconputing the
net operating |losses to be carried forward due to reconfiguration of the unitary
busi ness group(s)?

2) If it is not barred by the Statute of Limtations, are there facts
sufficient to redetermine the unitary business group(s)?

On consideration of these matters, it is recommended that the issues be

resolved in favor of the Departnent.

FINDINGS OF FACT:
1. Prior to his death in 1978, FAMLY MEMBER A owned 100% of the stock of

| NDUSTRI ES (hereinafter "INDUSTRIES'), NORTH (hereinafter "NORTH'), and Pl ONEER
(hereinafter "Pioneer"). | NDUSTRI ES was the parent corporation of SERVICES,
HOTELS, and CORPORATI ON. NORTH was the parent corporation of BANK, VIEW which
in turn was the parent of TRUST BANK, and NB, which was the parent of NB TRUST.

(Taxpayer Brief, pp. 10-11; Departnment Brief, p. 8)

2. After the death of FAM LY MEMBER A, the FAMLY TRUSTS becane the owners of
the corporations (except for PIONEER) for the benefit of his six children. Each
trust owned 16 2/3% of the parent corporations with the exception of Pioneer.
Pi oneer was 100% owned by the Estate of FAMLY MEMBER A until FAMLY MEMBER B

acquired it on March 19, 1984. (Taxpayer Brief, p.10)

3. For the taxable years 1976-1978, |INDUSTRIES and its affiliates filed
nonunitary separate conpany returns. The affiliates included commercial,
hospitality, service and banking corporations. The following affiliates

generated separate conmpany |osses: NORTH, VIEW and NB (Taxpayer Ex. No. 13-15;

Taxpayer Brief, p. 3)



4. For the taxable years 1979-1980, INDUSTRIES filed separate returns for its

affiliates. Anmended conbi ned reports for 1979-1980 were filed for the foll ow ng

entities:
Financial Organizations Non-Financial Organizations
VI EW Busi ness Equi pnment, Inc.
TRUST BANK CORPORATI ON
NB Cor p.
NB TRUST I nc.
BANK HOTELS
Nort hwest Safe Deposit Co. I NDUSTRI ES
NORTH

Pl ONEER and Trust Co.

For 1981, three separate conmbined returns were filed for the banking groups.

(Taxpayer Brief, p.3)

5. On audit for the years 1979 to 1981, all of the conpanies |isted above were
combined on a wunitary basis, including non-banking affiliates and banking
conpani es. The non-banki ng conpanies' incone was offset by the net operating
| osses of VIEW NB, NORTH and Pioneer. (Dept. Ex. No. 7; Taxpayer Brief, pp. 3-
4)

6. For the taxable years 1982-1984, the follow ng conmbined reports were filed.

(Taxpayer Ex. No. 19-21)

Financial Organizations Non-Financial Organizations
VI EW CORPORATI ON

TRUST BANK Lane Air, Inc.

NB SERVI CES

NB TRUST HOTELS

BANK I NDUSTRI ES

Saf e Deposit Co.

NORTH Travel Services

Pl ONEER Cor p.

On audit, the two separate unitary groups were allowed. (Dept. Ex. No. 8;

Taxpayer Brief, pp. 4-5)



7. On Cctober 1, 1985, NORTH changed its nanme to FINANCI AL, Inc. and the FAMLY
TRUSTS transferred their conplete interest in VIEW and NB to FINANCIAL in a
transaction qualifying under Section 351 (a) of the Internal Revenue Code. On
July 31, 1986, NB was nerged into FINANCI AL pursuant to Section 332 of the

I nternal Revenue Code. (Taxpayer Ex. No. 2; Taxpayer Brief, p. 5)

8. On Septenber 30, 1986, VIEW was nerged into FINANCI AL pursuant to Section
332 of the Internal Revenue Code. For taxable years 1985 and 1986, FI NANCI AL,
VI EW and Pi oneer filed conbined reports on a unitary basis. (Taxpayer Ex. No. 3;

Taxpayer Brief, p. 5)

9. Since 1985, FINANCIAL and its whol |l y-owned subsidiaries -- including VIEW
NB, Northwest -- filed as one unitary business group. Pioneer was included as a

menmber of the unitary group. (Taxpayer Ex. No. 22-23; Taxpayer Brief, p. 5)

10. During the period 1974 until his death on Septenber 18, 1978, FAM LY MEMBER
A owned all of the stock of PIONEER and Trust. The Estate of FAMLY MEMBER A
owned the stock until March 19, 1984, at which time it was acquired by FAMLY
MEMBER B. FAM LY MEMBER B held the stock through December 31, 1986, the |ast

year in question. (Taxpayer Ex. No. 3; Taxpayer Brief, p. 6)

11. The FAMLY fam |y conpanies operated entirely within the State of Illinois
during the years 1976 through 1985 with the exception of PIONEER (Dept. Ex. No.

9)

12. On June 30, 1988, TAXPAYER B acquired all of the stock of FINANCI AL
(formerly NORTH) in a transaction governed by Section 368(a)(1l)(A) of the
I nternal Revenue Code. Al'so in 1988, FINANCIAL changed its name to TAXPAYER A

(Taxpayer Brief, p. 6; Departnment Brief, p. 6; Taxpayer Ex. No. 11)



13. For 1987 and the tax year ended 6/30/88 TAXPAYER A filed a conbined unitary
return with the other former FAMLY banks. For the tax years ended 12/31/88 and
12/31/89, TAXPAYER A and its affiliates were joined in a conbined return with

TAXPAYER B. (Departnment Brief, p. 6)

14. On Cctober 3, 1991, TAXPAYER A and TAXPAYER B filed refund clains as

fol |l ows:
Taxabl e Application
Taxpayer Year Endi ng of NOL Claim

TAXPAYER A (formerly FAM LY 12/ 31/ 87 $7, 367, 813 $548, 583
Fi nanci al ) 6/ 12/ 88 $2, 888, 950 $257, 459
TAXPAYER B/ TAXPAYER A 12/ 31/ 88 $19, 225, 392 $1, 314, 886
12/ 31/ 89 $20, 289, 179 $1, 521, 164
$49, 771, 334 $3, 642, 092

(Taxpayer Brief, p. 6).

15. The net operating losses in question are attributable to |osses incurred by

VI EW and NORTH during 1976-1985. (Taxpayer Brief p. 6)

CONCLUSIONS OF LAW:

The issue here is whether TAXPAYER A and TAXPAYER B are barred by the
statute of limtations from reconputing net operating losses (NOL's) to be
carried forward by reconfiguring the unitary business group. See, |IITA, sec.
207 (net operating | osses shall be allowed as a carryover or carryback deduction
in the manner allowed under Section 172 of the Internal Revenue Code) 1 Rev.
Rul . 56-285, 1956-1 C.B. 134; Rev. Rul. 81-88, 1981-1 C.B. 585; Rev. Rul. 81-87,

1981-1 C. B. 580; Phoenix Coal Conpany, Inc. v. Conm ssioner, 231 F.2d 420 (2d

Cr., 1956); Springfield Street Railway Co. v. United States, 312 F.2d 754 (Ct.

C . 1963) (taxable income in a closed year can be corrected in order to properly

conmpute a net operating |oss).

! Added by P. A 84-1042, 81, eff. Nov. 26, 1985.



The threshold issue is whether taxpayers are correct in their assertion
that the FAMLY conpanies were prohibited from using the unitary nethod of
reporting for the years at issue. The taxpayers in this case (TAXPAYER B and
TAXPAYER A) argue that the unitary method of reporting was prohibited by statute
and that by correcting the reporting nmethod, NOL's which were previously
utilized would be freed up for use in |later years.

TAXPAYER B and TAXPAYER A acquired FINANCIAL and its subsidiary banks in
1988. FI NANCI AL (NORTH) and VI EW had generated |osses in the years 1978-1985
In the audit of the 1978-1979 tax year, the Departnment found that all of the
FAM LY conpani es (those conpani es which were owned by FAMLY MEMBER A prior to
his death) were unitary and recalculated their respective tax liabilities on a
conmbi ned basi s. For 1979 and 1980 these conpanies had filed on a separate
conpany basis, and in 1981 three distinct combined returns were filed for the
banki ng groups. The conpanies agreed to the proposed change by the Departnent
since the | osses generated by certain nenbers of the group offset inconme earned
by other conpanies in the group. The net effect was a zero tax liability.

The Departnent notified the FAMLY conpanies regarding the tax year ended
12/ 31/ 82 that one-factor conpanies (the banks) could not be conbined with three-
factor conpanies. Therefore, for the years 1982-1984, the conpanies filed
returns (1L-1120-X for 1982) which created two unitary groups: the financial
group and the non-financial group. Again, the |losses of FINANCH AL and VI EW were
utilized to offset the incone of other conpanies in the combination for no tax
liability.

In 1988 TAXPAYER B acquired FINANCI AL, which subsequently changed its nane
to TAXPAYER A (" TAXPAYER A"). Taxpayers TAXPAYER B and TAXPAYER A now assert
that the Departnent's determnation of the unitary groups in the tax years ended
1979-1985 was erroneous, in that VIEW NB, and NORTH could not have filed
conmbi ned returns during this period because they did not have commobn ownership

and the compani es did business exclusively in Illinois.



Il TA Section 1501(a)(27) provides that a wunitary business group nust be
rel ated through common ownership. "Comon ownership” is the direct or indirect
control of more than 50% of the outstanding voting stock of the persons carrying
on the unitary business activity. According to Department regulation, "[f]or
t he purpose of |IITA Section 1501(a)(27), an individual shall be considered to
have indirect control over any stock that he is considered as owning under
[I nternal Revenue Code Section] 318(a)(1)."

Section 318(a)(1l) attributes stock ownership to a specific group of rel ated

i ndi vi dual s:

Menbers of famly.
(A) In general. An individual shall be considered as

owni ng the stock owned, directly or indirectly, by or for
(i) his spouse (other than a spouse who is legally
separated from the individual under a decree of divorce or

separ at e nmai nt enance), and
(i1) his children, grandchildren, and parents.

FAMLY MEMBER A's six children were beneficiaries of the FAMLY TRUSTS.
Each trust had a 16 2/3% interest in VIEW NB, NORTH and | NDUSTRI ES. Under | RC
8318(a) (1) there is attribution only anong natural persons. Accordingly, after
the death of FAMLY MEMBER A in 1978, there was no comon ownership between
Pi oneer, VIEW NB, NORTH and | NDUSTRI ES.

In addition, former Illinois law prohibited affiliated conpanies that
derived their business incone exclusively fromlllinois from formng a unitary
busi ness group. ? The only conpany which had business activities outside of
Il1linois was Pl ONEER which was owned individually by FAMLY MEMBER B. Based on
this criterion, the FAMLY conpanies were also not entitled to file a conbined
return.

It is clear fromthe above facts that conmbined returns were inproper in the

years at issue. That being the case, the next issue is whether TAXPAYER A and

2 11 TA Section 1501(a)(27) formerly included the follow ng | anguage: "However,
nothing in the preceding sentence will be construed as authorizing the formation
of a unitary business group conposed excl usively of nenbers that derive business
i ncome solely fromlllinois." P.A 84-1400 deleted this provision effective

12/ 31/ 86.



TAXPAYER B may now recalculate the net operating loss carryforwards on a
separate conpany basis and utilize those |osses in 1987, 1988 and 1989.

Initially it is necessary to address the private letter ruling which the
t axpayer received from the State of |Illinois. The Departnment ruled that
TAXPAYER A was entitled to carryover pre-1986 net operating |osses from non-
unitary years where a tax-free nmerger occurred. VWhile taxpayer represented that
these |osses occurred in non-unitary years, taxpayer did not mention that
unitary returns had been filed for these years, and that only now is that
determ nati on being questioned. Nor did taxpayer advise that the net operating
| osses were utilized in the unitary returns. (See Exhibit A of Taxpayer's Brief)
Since the full facts were not presented in the request for a ruling, the
Departnment is not bound by its determ nation.

Section 911 of the IITA sets forth the general statute of limtations for

filing clainms for refund:

A claim for refund shall be filed not later than 3 years
after the date the return was filed..., or one year after
the date the tax was paid, whichever is later..

Taxpayers filed their clainms for refund on Cctober 3, 1991. VWhile the refund
claims are tinely for the tax years ended 12/31/87 through 12/31/89, taxpayers
seek to make adjustnments to the years 1976 through 1985. These years are cl osed
unl ess an exception to the statute of limtations applies. Federal |aw provides
an exception to correct taxable incone or loss in either the year the NOL is
generated or the year it is carried to. Rev. Rul. 56-285, 1956-1 C. B. 134; Rev.

Rul . 81-88, 1981-1 C. B. 585; Rev. Rul. 81-87, 1981-1 C. B. 580; Phoenix Coal Co.,

supra, Springfield Street Railway Co., supra. Since taxpayers seek to carry

forward the NOL's to the open years 1987 through 1989 we nust exam ne when NOL's
may be recal culated in closed years.
In the cases cited by taxpayer, only itens of income or deduction have been

corrected in order to recal culate the NOL. See Conm ssioner v. Van Bergh, 209

F.2d 23, 54-1 USTC 99151 (2d Cir., 1954); Springfield Street Railway Co. V.

United States, supra. The wunitary nmethod of reporting is unique to state




taxation, and therefore no cases relating to Section 172 of the Internal Revenue
Code will be directly on point. What taxpayers are seeking to correct in their
claimfor refund is the nmethod of conbining the inconme of related taxpayers, not
merely an item of income or expense.

The only case cited by the parties which bears any resenblance to the facts

here is Ceneral Electric Co. v. Arizona Dept. of Revenue, Dkt No. 227-82-1,

Arizona Board of Tax Appeals, 1983 Ariz. Tax LEXIS 22 (June 15, 1983). I'n

Ceneral Electric, the taxpayer had filed Arizona incone tax returns for 48 years

using the separate accounting nethod. Under Arizona law, the taxpayer could
choose one of two alternative methods of reporting with the perm ssion of the
Departnment of Revenue. On audit, the Departnent determned that an
apportionment nethod of reporting would nore clearly reflect incone attributable
to Arizona. The Departnent issued assessnents for the years under audit (1973
t hrough 1977) and disall owed net operating |oss carryforwards from 1968 through
1970, by recalculating taxable incone for the |oss years under the apportionnent
met hod, determ ning that no net operating | osses existed.

The State Board of Tax Appeals found that the Departnment was barred from
recalculating the net operating |loss carryforwards generated in closed years by
using a different nethod of reporting even though those |osses were being
carried forward to years which were subject to audit. The Arizona Board

foll owed General Electric in Walgreens v. Arizona Departnent of Revenue, Dkt.

No. 484-86-1, Arizona Board of Tax Appeals, 1988 Ariz. Tax LEXIS 7 (Feb. 10,
1988), and held: "[r]ecalculation of a NOL based upon retroactive changes in

reporting nethods is inproper.” Further, the Board stated:

In General Electric Conpany v. Arizona Departnent of
Revenue [supra], this Board attenpted to establish a
bright-line rule against the retroactive inposition of
accounting or reporting nethods when the Departnment has
performed a prior audit or received prior affirmtive
noti ce of said methods, and did not object when know edge
of such was obtai ned.

In an attenpt to distinguish these cases, taxpayer cites Long[sic] .

Arizona Departnent of Revenue, Dkt. No. 695-89-1, Arizona Board of Tax Appeals,




Ariz. Tax LEXIS 16, (May 31, 1990) to support its proposition that the hol ding

in Ceneral Electric cannot apply where the statute is unanbi guous. Taxpayer

argues that the holdings in General Electric, supra, and Lory, 1id, are different

because the reporting method in CGeneral Electric was optional and the reporting

method in Lory was mandatory (as is the statute prohibiting filing as a unitary
group in the case at hand). Taxpayer's argument i s not persuasive.

I am unconfortable relying on any of these cases for the propositions for
which they are cited. The issue in these two |lines of cases is whether the
governnent mmy inmpose a retroactive versus prospective change in a taxpayer's
met hod of accounting where the taxing authority has acquiesced to the nmethod in
t he past. Even though none of the cases cited are directly on point to the

facts in the instant case, | find that General Electric and Wil greens are the

nor e persuasive, and these decisions support the Departnment's position.

Taxpayers al so contend that Erickson v. Conm ssioner, 61 T.C.M (CCH) 2073

(1991), counters the Departnent's argunment that fairness precludes taxpayers'
claimto reconmpute NOL's in old years in order to receive a double deduction

In Erickson, the Court stated:

[Where prior to the expiration of the statute, the
Commi ssi oner knows or has reason to know of the erroneous
deduction in that year, the Conm ssioner nust disallow the
deduction for the year in which it is clainmed rather than
attenpt to recoup the tax in a subsequent year. 61 T.C. M
at 2077.

Taxpayer argues that since the Departnment had sufficient facts to nmake the
determ nation that conmbined returns were not proper at the tinme of audit, it is
estopped from arguing the statute of limtations now. The distinction between
Eri ckson and the case here is that the Department is not seeking to go beyond
the statute of limtations to assess additional tax, but rather the taxpayer is
seeking to open the statute of limtations to claim additional refunds. The
taxpayer was equally aware of the facts when it accepted the benefits of filing
as a unitary group. The burden here is on the taxpayer who is clainmng the

refund, not the Departnent.



In addition, if the principle of quasi-estoppel applies in this case, it

applies to the taxpayer. The Erickson Court, <citing Southern Pacific

Transportation Co. v. Conm ssioner, 75 T.C 497, 838-839 (1980), states:

The duty of consistency, which is sonetinmes referred to as

"quasi -estoppel ," is based on the theory that a taxpayer
owes the Comm ssioner the duty to be consistent with his
tax treatment of the same or related itenms and will not be

permtted to benefit in a later year from an error or
omi ssion made in a prior year which cannot be corrected
because the statute of linmtations has expired.

In the instant matter, the Department of Revenue has issued refunds for
years that are now closed to assessnent. The Department has relied, to its
detriment, on the actions of the taxpayers in the earlier years that its
determ nation of the wunitary business group was correct and accepted by
taxpayers. The greater proportion of the net operating | osses were generated by
VI EW (whi ch was a subsidiary of NORTH) and NORTH (now TAXPAYER A). NORTH agreed
to the characterization of the conpanies as a unitary group and accepted the
refunds which were generated thereby. The statute of limtations should not be
used to protect a taxpayer from assessnments in a closed year while taxpayer
benefits in a later year. NORTH nust be bound by its actions. It would be
fundanentally unfair to allow taxpayers to reverse a position taken by another
t axpayer and receive the benefit of the deduction, while the other taxpayer also

received the benefit of the deduction but is no |onger subject to assessnent.

Anot her reason that taxpayers' argunents fail is that all nenbers of a
unitary group should join in filing claims for refund. In an |Informational
Bulletin issued by the Illinois Departnment of Revenue in 1991, the Departnent

requires that

If a nmenmber of a wunitary group that filed separate
Illinois returns wishes to make a change after the due
date of the original filing, that nmenber, as well as each
Illinois filer in the group, must file an 1L-1120-X
(emphasi s added)

Because of the interrelationship between companies filing as a unitary group,
requiring anmended returns of each menmber of the group is entirely reasonable.

Di sregarding this requirement causes the very unacceptable result requested by



these taxpayers, that being that certain nmenbers of a wunitary group (or
nonunitary conmpanies filing as unitary) take advantage of the exception to the
statute of limtations for purposes of correcting net operating |losses in order
to receive a double deduction of the sane NOL's while other menbers are shiel ded
fromthe inposition of any deficiencies for the same period. Taxpayers shoul d
not be placed in a better position because they acquired FINANCH AL than
FI NANCI AL woul d have been in had there been no acquisition. If all menmbers of
the FAMLY group had filed anended returns, taxes would be due for the period
1976 through 1985. The fact that there was a change in ownership should not
work to the di sadvantage of the State.

It should also be noted that Illinois has a 15 year carryforward period.?
If a taxpayer who is a nmenber of a unitary group is entitled to change its
met hod of reporting up to 15 years after the fact, and there is no recourse
agai nst former nmenbers of the group, the tax system woul d be chaos. The purpose
behind a statute of limtations is to protect the taxpayer fromstale clains and

to pronote diligence by the Departnent. Bolten v. Conmi ssioner, 95 T.C 397

(1990). The statute of limtations is not neant to be used by taxpayers to reap
a windfall by allowing themto take a position which is dianmetrically opposed to
one whi ch was taken prior to the running of the statute.

Although | agree wth the taxpayers that the Departnment erred in
designating the various corporations under FAMLY fanmly control as one or nore
unitary business groups, to allow TAXPAYER B and TAXPAYER A to utilize those

NOL's now woul d unjustly enrich the taxpayers.

WHEREFORE, for the reasons stated above, it is ny reconmendation that the

deni al of taxpayers' claimbe finalized.

Dat e:

Linda K. Ciffel

3 35 ILCS 5/207.



Adm ni strative Law Judge



